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EDITORIAL DEPARTMENT NOTE 


In passing the Revenue Act of 1939 at the session which 
closed recently, Congress extended the privilege of using the 
last-in, first-out method of inventory valuation to all taxpayers 
who satisfy the conditions prescribed in the statute. Previously, 
tanners and producers and processors of nonferrous metals had 
been the only groups permitted to use this method. Several 
articles dealing with this method of inventory valuation have 
appeared in the N. A. C. A. Bulletin. In general, they have 
dealt with the advantages of the last-in, first-out method for 
those industries where it is applicable. In the light of the cur- 
rent interest in the subject flowing from the provisions of the 
new tax law, it is felt that the article in this issue, pointing 
as it does to some possible disadvantages in the use of this 
method, will be of considerable interest to N. A. C. A. members. 

The author of this article, George A. Wilson, received his 
academic training at Northeastern University and Columbia 
University. Since 1917 he has been connected with the public 
accounting firm of Patterson, Teele and Dennis of Boston, 
except for two years (1931-1933) when he served as Con- 
troller of the American Woolen Co. Mr. Wilson is a C. P. A. 
of New York and Massachusetts and a member of the Ameri- 
can Institute of Accountants and the Massachusetts Society of 
C. P. A.’s He has been a member of N. A. C, A. since 1922. 
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FURTHER CONSIDERATION OF THE LAST-IN, 
FIRST-OUT BASIS OF INVENTORY ACCOUNTING 


By George A. Wilson, Senior Accountant, 
Patterson, Teele and Dennis, Boston, Mass. 


CAREFUL consideration of the commercial activities of al- 

most any business usually leads to the conclusion that the 
profits or losses can best be judged by viewing the operating re- 
sults over a term of years or a business cycle, including years of 
low prices and curtailed production, and years of high prices and 
expansion. Nevertheless, stockholders, management and our law- 
makers are not content to wait for the end of a cycle to learn how 
a business has prospered. Why the period of a year of twelve 
months has been adopted for measuring the current progress of 
business is unimportant. Perhaps the twelve-month period grew 
like Topsy, but it seems here to stay with us for several gener- 
ations anyway, and therefore business must conform, for the 
present at least. 

In most commercial activities, annual inventories or reliable per- 
petual inventories subject to verification throughout the year are 
necessary if operating results are to be even approximated. The 
old cost-or-market basis of inventory accounting has, on the whole, 
served business well, although it must be admitted that that basis 
may not be logical in all cases. As in some instances the cost-or- 
market basis has proved confusing and perhaps illogical, other 

’ methods of inventory valuation, such as the base stock method and 
the last-in, first-out basis, have received the attention of business. 
The principal feature of both of these latter bases of inventory 
valuation is that they tend to prevent the reporting of so-called 
“inventory profits” on a rising market. Under the base stock 
method, which assumes practically a constant inventory quantity, 
the inventory will always be valued lower than actual cost or cur- 
rent market price, unless it should happen that current market 
price is lower than the low price which prevailed at the time the 
basis was adopted. In theory, the last-in, first-out basis is some- 
what similar, but in actual practice it is possible for the last-in, 
first-out basis to result in a valuation in excess of cost or current 
market, due to the fact that such basis is seriously affected by 
variations in inventory quantities from year to year. 
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The base stock method has been satisfactorily used by the Na- 
tional Lead Company and others for a number of years, but its 
further development probably will be slow because of the rejection 
of that method by the United States courts for income tax pur- 
poses. The last-in, first-out basis, being somewhat similar to the 
base stock method, naturally has aroused considerable enthusiasm, 
because in the Revenue Act of 1938, the use of the last-in, first-out 
basis of inventory accounting for income tax purposes was 
granted to producers and processors of certain nonferrous metals 
and to tanners, upon their election to adopt it, and as a result 
other industries have been considering the adoption of this basis.* 

In connection with the use of the last-in, first-out basis, as pro- 
vided in Section 22 of the Revenue Act of 1938, it should be borne 
in mind that all inventory computations must be based upon cost, 
and that no adjustments to market value at the end of a fiscal year 
are permitted. Below is an excerpt from Article 22(d)-1 of Regu- 
lations 101, issued by the U. S. Treasury Department, explaining 
the method of inventory valuation under Section 22 of the 1938 
Revenue Act: 


“Regulation Art. 22(d)-1. Inventories of tanners, and 
producers and processors of certain nonferrous metals.—(a) 
Elective method.—The general rule is that goods taken in 
the inventory which have been so intermingled that they can- 
not be identified with specific invoices will be deemed to be the 
goods most recently acquired which cannot be so identified. 
An exception to this general rule is provided for in Section 
22(d), which permits certain specifically described taxpayers 
to elect to treat certain raw materials remaining on hand at 
the close of the taxable year as being: first, those included 
in the inventory as of the beginning of the taxable year (in 
the order of acquisition) to the extent thereof, and second, 
those acquired in the taxable year, in the order of acquisition. 
No item in an inventory of raw materials to which this 
method is applied shall be valued at market. All inventories 
of such raw materials (including the inventory as of the 


* Since this article was written, the Revenue Act of 1939 has been passed, 
extending the privilege of using the last-in, first-out basis to all taxpayers 
who satisfy the conditions prescribed by the statute, for taxable years 
beginning ber 31, 1938. 
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close of the preceding taxable year) shall be taken at cost. 
The opening inventory of such raw materials for the taxable 
year for which an election is made shall be brought in at the 
same cost as the closing inventory of such raw materials for 
the preceding taxable year... . .” 


This paper is not intended as an attempt to discredit the last-in, 
first-out basis, but merely to call attention to the fact that this basis 
may not always produce the results hoped for. Perhaps too much 
attention has been given to the theoretical principles involved, and 
not enough attention has been given to the practical side by advo- 
cates of the basis. 


Outline of the Last-In, First-Out Basis 


Careful study of the subject by those who favor the last-in, 
first-out basis has led to the conclusion that it should be adopted 
only by industries in which the following conditions exist : 


(a) Raw materials (including those in process and in fin- 
ished goods) are so intermingled that they cannot be 
identified with specific invoices. 

(b) There are violent fluctuations in the cost of raw ma- 
terials. 

(c) The market prices of finished products follow closely 
the market prices of raw materials. 

(d) The quantity of inventory is fairly constant from year 
to year. 

(e) There is no style element involved in the finished goods. 


The principal advantages claimed for the last-in, first-out basis 
of inventory accounting are summarized below: 


1. The basis minimizes the reporting of so-called “inventory 
profits” (profits which have not been reduced to cash 
or receivables) during a period of rising prices. 

2. The basis results in showing costs of sales, based upon 
cost of materials purchased during the year, and not 
distorted by inventory reductions to market values at 
the end of the year. 

3. The basis results in showing more stabilized profits over 
a term of years than the cost-or-market basis. 
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Under the cost-or-market basis of inventory accounting it is 
usually assumed that the inventory on hand at the end of the year 
is represented by the most recently purchased items ; consequently, 
on a rising market, the same quantity of inventory on hand at the 
end of the year as was on hand at the beginning of the year will be 
valued higher than at the beginning of the year. It is therefore 
obvious that on the cost-or-market basis the profits for a year, on 
a rising market, might have been reinvested in inventories, but 
such reinvested profits may be lost if the market later declines. 
For example, assume (1) that a manufacturer had on hand at the 
beginning of the year 1,000,000 pounds of a commodity valued at 
10¢ per pound and aggregating $100,000; (2) that his profits 
amounted to $10,000 for the year on the cost-or-market basis of 
inventory accounting ; and (3) that he had an inventory of 1,000,- 
000 pounds at the end of the year at a cost-or-market value, which- 
ever lower, of 11¢ per pound, aggregating $110,000. From this 
example it would appear that the profit of $10,000 made by the 
manufacturer has been reinvested at the end of the year, for the 
quantities are the same at the beginning and end of the year, but 
the value of the closing inventory is $10,000 greater than the value ~ 
of the inventory at the beginning of the year. Obviously, should 
the closing inventory later decline to 10¢ per pound, the “profit” 
of $10,000 which he apparently had made during the past year, 
based upon the cost or market basis, would be wiped out by the 
shrinkage of $10,000 in the current year. 

Under the last-in, first-out basis, the inventory at the end of the 
year is valued at the same price that existed at the beginning of the 
year, provided the closing inventory does not exceed in quantity 
the inventory at the beginning of the year. Should the inventory 
at the end of the year exceed in quantity the inventory at the be- 
ginning of the year, then the closing inventory would be valued at 
the same price that existed at the beginning of the year for the 
same quantity of inventory that was on hand at the beginning of 
the year, while the quantity at the end of the year in excess of the 
quantity at the beginning of the year would be valued at the cost 
of the earliest purchases during the year, in the order of acquisi- 
tion. Market value at the end of a year is not taken into consid- 
eration in the last-in, first-out basis, but on a rising market, in- 
ventories on that basis will always be shown at a value lower than 
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that which would be shown by the cost-or-market basis. Inven- 
tories on the last-in, first-out basis will usually be shown on a de- 
clining market, at a value lower than that which would be shown 
by the cost-or-market basis, assuming the market was at a very 
low point when the former basis was adopted. 

With regard to the principal advantages claimed for the last-in, 
first-out basis, it must on the one hand be admitted (1) that if the 
basis is adopted when market values are low, the basis will tend 
to minimize “inventory profits” on a rising market, and (2) that 
cost of materials consumed during a year on the last-in, first-out 
basis follows closely the cost of materials purchased during the 
year. However, it should be borne in mind that over a business 
cycle, profits ought to aggregate about the same on both the last-in, 
first-out and the cost-or-market bases ; consequently, if profits are 
reduced on a rising market under the last-in, first-out basis, profits 
necessarily will be increased on a declining market. On the other 
hand, it cannot be admitted that, in all cases, profits over a cycle 
will be more stable on the last-in, first-out basis than on the cost- 
or-market basis. Furthermore, it would seem that the minimizing 
of “inventory profits” on a rising market and any stabilizing of 
profits over a cycle can be accomplished under the last-in, first-out 
basis only by grossly understating the true values of inventories 
at the end of certain years when compared with inventories on the 
cost-or-market basis. 

Under the next two captions of this paper there are presented, 
respectively: (1) hypothetical examples of the last-in, first-out 
basis compared with the cost-or-market basis, under varying con- 
ditions, and (2) a comparison of the last-in, first-out basis with 
the cost-or-market basis, in an actual case. 


HypoTHeETICAL EXAMPLES OF Last-IN, First-Out Basis Com- 
PARED WiTH CosT-oR-MARKET Basis UNDER 
VaryINnG CONDITIONS 


In order to more clearly set forth the effect upon operating re- 
sults, under the cost-or-market basis and under the last-in, first- 
out basis, of variations in the quantities of inventories from year 
to year and of fluctuations in raw material prices, there are shown 
at the end of this article three statements (Schedules A, B and C) 
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indicating respectively, comparisons between hypothetical inven- 
tories, purchases and cost of materials consumed (1) on the cost- 
or-market basis and (2) on the last-in, first-out basis, assuming 
three different conditions in the raw materials market during a 
year, viz.: a steady market during the year, a rising market dur- 
ing the year and a declining market during the year. Schedule A 
assumes the same quantity of inventory at the beginning and the 
end of each year; Schedule B assumes a reduction of the quantity 
of the inventory at the end of the year when compared with the 
quantity at the beginning of the year; Schedule C assumes an in- 
crease in the quantity of inventory at the end of the year when 
compared with the quantity at the beginning of the year. Inas- 
much as some branches of the cotton industry have exhibited in- 
terest in the last-in, first-out basis, the hypothetical examples here- 
in have been treated as applying to the cotton textile industry. 

Below the pertinent facts set forth in Schedules A, B and C are 
summarized: 


Inven’ Increase (+) 
on_Last-In, or Decrease 
First-Out (—) in Profit 
C+) or. Pow 
under (—) Out Basis 
Inventory when compared 
on t-or- with Cost-or 
Market Basis Market Basis 
Steady Cotton Market 
Same quantity of inventory at be- 
ginning and end of year........ —$ 20,000.00 —$ 20,000.00 
Reduction in quantity of inventory 
—$ 10,000.00 —$ 10,000.00 
Increase in quantity of inventory . 
eer —$ 20,000.00 —$ 20,000.00 
Rising Cotton Market 
Same quantity of inventory at be- 
ginning and end of year........ —$120,000.00 —$120,000.00 
Reduction in quantity of inventory 
—$ 60,000.00 —$ 60,000.00 
Increase in quantity of inventory 
Declining Cotton Market 
Same quantity of inventory at be- 
ginning and end of year........ +$ 60,000.00 +$ 60,000.00 
Reduction in quantity of inventory 
+$ 30,000.00 +$ 30,000.00 


Increase in quantity of inventory 
+$ 60,000.00 +$ 60,000.00 
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Upon further reference to Schedules A, B and C it may be seen 
that in comparing the valuation of inventories upon the last-in, 
first-out basis with inventories on the cost-or-market basis, the 
fluctuations range from an undervaluation of $120,000, or 33% 
per cent, on a rising market (when compared with the cost-or 
market basis) to an overvaluation of $60,000 or 33% per cent, on 
a declining market. Although such variations may appear large, it 
should be borne in mind that the range of cotton prices and the 
fluctuations in quantities between the beginning and end of the 
year used in Schedules A, B and C are typical of the cotton in- 
dustry. 

In Schedule D, another statement is presented showing a com- 
parison between inventories, purchases and cost of cotton con- 
sumed during a period of seven years, on the cost-or-market basis 
and on the last-in, first-out basis, assuming hypothetical quantities 
of cotton on hand at beginning and end of each year and hypo- 
thetical purchases of cotton, but following, as to cotton prices for 
the first six years, the approximate conditions which existed in the 
spot cotton market during the years 1933 to 1938, inclusive. The 
pertinent facts set forth in Schedule D are summarized below: 


Inventory at Increase (+) 
(—) tm pret 

First-Out’ for year on 
Basis over Last-In, First- 

(+) or under Out Basis 
(—) Inventory when compared 

on with Cost-or- 

Market Basis Market Basis 
Kt year—1933 (rising market) ....... —$ 75,000.00 —$ 75,000.00 
2nd year—1934 (rising market) ....... —$165,000.00 —$ 90,000.00 
3rd year—1935 (steady market) ....... —$165,000.00  —........ 
4th year—1936 (steady market) ....... —$132,000.00 +$ 33,000.00 
5th year—1937 (declining market) .... +$ 21,000.00 +$153,000.00 
6th year—1938 (steady market) ....... +$ 31,000.00 +$ 10,000.00 


Excess of Profits for six years on 
Last-In, First-Out Basis when 
compared with profits on Cost-or- 
Market Basis—such excess profit 
of $31,000.00 on the last-in, first- 
out basis is represented by the 
amount by which the inventory at 
the end of the sixth year on the 
last-in, first-out basis ($371,000.- 
00) exceeds the inventory on the 
cost-or-market basis ($340,000.00) +$ 31,000.00 
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7th year—(rising market assumed).... —$ 81,600.00 —$112,600.00 


Understatement of Profits for seven 
years on Last-In, First-Out Basis 
when compared with profits on 
Cost-or-Market Basis—such un- 
derstatement of profit of $81,- 
000.00 on the last-in, first-out 
basis is represented by the amount 
by which the inventory at the end 
of the seventh year on the cost-or- 
market basis ($360,000.00) ex- 
ceeds the inventory on the last- 
in, first-out basis ($278,400.00) .. —$ 81,600.00 


In connection with Schedule D, it has already been pointed out 
that the prices used in that schedule approximate conditions which 
existed in the spot cotton market during the years 1933 to 1938, 
and it is believed that the quantities of cotton purchased each year 
and the quantities on hand at the end of each year, as set forth in 
Schedule D, represent reasonable assumptions, considering the 
position of the cotton market in each year. 

Upon reviewing Schedule D and the tabulation presented above, 
it may be seen in comparing inventory valuations on the last-in, 
first-out basis with inventory valuations on the cost-or-market 
basis at the end of each year, that the fluctuations range from an 
undervaluation of $165,000, or 34.4 per cent, on a rising market at 
the end of the second year (when compared to the cost-or-market 
basis) to an overvaluation of $31,000, or 9.1 per cent, on a steady 
market at the end of the sixth year. 


Tue Cost-or-Market Basis AND THE Last-IN, First-Out 
Basis APPLIED TO AN ACTUAL CASE 


While hypothetical examples are of considerable value in illus- 
trating the different results attained in applying a principle or 
basis under varying assumed conditions, frequently the applica- 
tion of such principle to a specific case may prove much more 
illuminating. Therefore, additional schedules (E and F) are in- 
cluded showing the actual inventories, actual cost of materials 
consumed, and actual profits and losses on the cost-or-market basis, 
of a cotton mill for the six years from 1933 to 1938, inclusive, 
compared with the inventories, cost of materials consumed, and 
profits and losses for the same six years, on the last-in, first-out 
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basis, assuming that such basis had been adopted by the company 
as at December 31, 1932. To facilitate the reading of the sched- 
ules, actual quantities of inventories and purchases are shown in 
round figures and prices of cotton have been carried only to mills. 
Actual profits on the cost-or-market basis have been revised to give 
effect to those adjustments in inventory quantities and prices. 
Such adjustments have not distorted the actual annual figures, be- 
cause the adjustments resulted in changing the actual profits by 
less than $12,000 for the entire six years and in changing the ac- 
tual annual figures of any of the six years by less than that 
amount. The company adopted as an illustration in Schedules E 
and F uses both domestic and foreign cotton. It manufactures a 
product not affected by style changes, and the market price of its 
product closely follows the market price of raw cotton. 

In Schedule E a statement is presented showing inventories and 
cost of materials consumed, on the cost-or-market basis, for the 
six years 1933 to 1938, inclusive, based, as previously mentioned, 
upon an actual case in the cotton industry, compared with inven- 
tories and cost of materials consumed, using the last-in, first-out 
basis. 

Below a tabulation is presented (compiled from Schedule E) 
showing, for each of the six years under review, the inventory 
quantities at the end of each year, the average inventory prices at 
the end of each year on both the cost-or-market basis and the last- 
in, first-out basis, the average purchase price of cotton during each 
year, and the average prices of cotton consumed each year on both 


bases: 


Average prices of 
Average Inventory cotton consumed 
Prices at end Average during year 

Inventory of year 
Quantitie? Cost-or: Last-In, Cost-or. First- 

each year Market First-Out during Market t 

Years (Ibs.) Basis Basis year Basis Basis 

3,000,000 $0.119 $0.119 $ 

a 3,400,000 162 120 169 134 175 
1934 ..... 3,200,000 .199 120 184 147 180 
3,600,000 .190 128 222 214 
2,800,000 .190 128 193 192 182 
3,900,000 146 .204 231 .207 
3,400,000 165 146 178 172 170 
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Although it is clear, on the one hand, from the foregoing tabu- 
lation that, in accordance with one of the advantages claimed for 
the last-in, first-out basis, average prices of material consumed on 
that basis do follow the average purchase prices more closely than 
do the average prices of cotton consumed on the cost-or-market 
basis; yet, on the other hand it, would appear from Schedule E 
that this result has been accomplished only by substantially under- 
valuing the inventories in certain years, such undervaluation 
amounting to $252,800 at December 31, 1934, or almost 40 per 
cent of the inventory on the cost-or-market basis. 

From the foregoing tabulation it may be seen also that the fluc- 
tuations in the quantities of the inventories have not been ab- 
normal from year to year, except perhaps at the end of 1937, when 
the inventory quantity exceeded the quantity at the end of 1932 
(the assumed date of adoption of the last-in, first-out basis) by 30 
per cent. 

After a further study of the foregoing tabulation, the following 
observations may be drawn therefrom in respect of the last-in, 
first-out basis: 


1. That even if quantities of inventories at the end of sub- 
sequent years decline when compared with quantities at 
December 31, 1938, the inventory prices in subsequent 
years cannot be reduced below inventory prices at De- 
cember 31, 1938, even on a declining market, unless 
during some succeeding year quantities at the end of 
such year substantially increase and purchase prices 
decline below December 31, 1938 inventory price. 

2. That in order to again reach the low inventory price of 
December 31, 1932, quantities of inventories in one or 
more subsequent years must be substantially increased 
above quantities at December 31, 1938, at prices below 
the December 31, 1932 price. 


The value of the annual inventories and the cost of material 
consumed on the two bases, for the six years are summarized be- 
low from Schedule E: 
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Year on in Materia 
Last-In, Consumed 
Inventory Value First-Out, for the Year 
at end of year basis over (+) on the Last-In, 
or under (—) First-Out Basis 
Cost-or- Last-In, Inventory when compared 
Year ending Market First-Out on Cost-or- with the Cost-or- 
Dec. 31 Basis Basis Market Basis Market Value 
eee $550,800 $409,000 —$141,800 $141,800 
1934 ..... 636, 384,000 111,000 
460,000 — 224,000 
eee 532,000 358,400 — 173,600 — 50,400 
1937 627,900 567,400 — 60, — 113,100 
i 561,000 496,400 — 64,600 + 4,100 


From the foregoing tabulation it may be seen that if the last-in, 
first-out basis had been adopted by the company at the end of 1932, 
its profits for the two years ending December 31, 1934, would 
have reduced by $252,800, the amount of the difference between 
the inventory values at December 31, 1934 on the two bases. It 
would seem that such a large reduction in profits would naturally 
be questioned by management, especially since the cotton market 
had been steadily rising during the two years, and the inventory at 
December 31, 1934, on the last-in, first-out basis represented an 
undervaluation of almost 40 per cent when compared with the 
valuation on the cost-or-market basis. 

In Schedule F is presented a statement showing, for the six 
years ending December 31, 1938, actual profits and losses (before 
Federal income taxes), on the cost-or-market basis, and profits 
4nd losses (before Federal income taxes) on the last-in, first-out 
basis. Upon reference to that schedule it may be seen that al- 
though the total profits on the last-in, first-out basis for the entire 
six years ($167,500) are only $64,600 less than on the cost-or- 
market basis ($232,100), surely it hardly can be claimed that in 
this particular case, at least, the operating results reflect more 
stability on the last-in, first-out basis than on the cost-or-market 
basis. On the cost-or-market basis, four years of profits and two 
years of losses are shown, while on the last-in, first-out basis there 
are only two years of profits and four years of losses. In the case 
of the first two years (1933 and 1934), two years of rising prices, 
the comparative operating results as shown by the two bases are 
indeed startling, for on the cost-or-market basis profits of $138,400 
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are shown for the two years, while on the last-in, first-out basis 
losses of $114,400 are shown for the two years, or a difference of 

252,800, such difference representing the amount by which the 
inventory at December 31, 1934, is understated on the last-in, 
first-out basis, when compared with the inventory on the cost-or- 
market basis. 

On page 13, a chart is presented which shows more clearly 
than can be shown in any tabulation, the effect upon the company’s 
surplus account during the six years under review, if the last-in, 
first-out basis had been used by the company instead of the cost- 
or-market basis in determining profits during those years. 

It may be interesting to observe, also, in the case of this same 
company, the effect of the last-in, first-out basis upon the ratios 
of current assets to current liabilities at the end of eacn of the six 
years under review, when compared with similar ratios on a cost- 
or-market basis. 


RATIOS OF CURRENT ASSETS TO CURRENT LIABILITIES 


Last-In, 
Cost-or-Market First-Out 
Basis Basis 

6.3 to 1 5.6 to 1 
5. tol 3.9 to 1. 
3.2tol 2.6 to 1 
49 tol 3.9 tol 
4. tol 3.4tol 
42tol 3.6 tol 


Although the aggregate profits for the six years on the last-in, 
first-out basis amount to only $167,500 as compared with profits 
of $232,100 on the cost-or-market basis, yet’on the last-in, first-out 
basis profits of $352,350 would have been subject to Federal in- 
come taxes, while on the cost-or-market basis profits of only $327,- 
200 were actually subjected to income tax. The Federal income 
tax rate was not uniform during the entire six years, and during 
two years (1936-1937) a heavy penal tax on net income not dis- 
bursed as dividends was levied in addition to a graduated income 
tax. Consequently, if the last-in, first-out basis had been adopted 
at January I, 1933, by the company used as an example herein, 
that company would have shown, on the one hand, $64,600 less 
profit for the six years 1933-1938, inclusive, than was actually 
shown on the cost-or-market basis, and on the other hand, it would 
have been obliged to pay $22,600 more in Federal income and 
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CUMULATIVE PROPITS (BEFORE PEDERAL TAXES) AND LOSSES - 1933 TO 1938, INCLUSIVE 
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undistributed profits taxes during those years than it actually did 
pay on the cost-or-market basis. 

In the two tabulations on page 15 there are presented for each 
year, on the cost-or-market basis and on the last-in, first-out basis, 
the profits before Federal taxes or the losses, the Federal income 
and undistributed profits taxes payable on profits, the profits avail- 
able for dividends, the dividends paid and the net profit or loss 
carried to surplus. 

From the first of the foregoing tabulations it will be seen that 
the company paid out in Federal income and undistributed profits 
taxes and dividends during the six years 1933 to 1938, inclusive, 
$54,600 more than it earned. Such payments in excess of earnings 
were undoubtedly attributable to the fact that during 1936 and 
1937 the company paid out as dividends all its earnings during 
those two years in order to minimize the payments for undis- 
tributed profits taxes. 

From the second of the foregoing tabulations it may be seen 
that on the last-in, first-out basis, the company would have paid 
out in Federal income and undistributed profits taxes and divi- 
dends during the six years, $141,800 more than it earned on that 
basis. It should be noted, as previously pointed out, that on the 
last-in, first-out basis Federal income and undistributed profits 
taxes for the six years would have exceeded by $22,600 the taxes 
actually paid on the cost-or-market basis, even though the aggre- 
gate earnings for the six years on the former basis were $64,600 
less than on the latter basis. Furthermore, it should be noted that 
it would not have been possible to reduce the Federal income and 
undistributed profits taxes under the last-in, first-out basis, unless 
additional dividends were paid in 1936 and 1937, or unless it be 
assumed that the dividends actually paid in 1934 and 1935 would 
not have been paid in those years but would have been paid in 
1936 and 1937, if the last-in, first-out basis was in effect during 
the six years. 

Summary of Conclusions Regarding the Last-In, First-Out Basis 

After a careful review of the last-in, first-out basis, the follow- 
ing conclusions as to that basis are presented below: 


1. In order to prove effective, either from a purely admin- 
istrative viewpoint or from a tax viewpoint, it is 
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essential that the adoption of the basis be made only at 

x a time when the market price of raw materials is at an 
extremely low point. The adoption of the basis at a 
time when the market price of raw materials is high 
might result disastrously from the standpoint of an- 
nual operating statements and probably from a tax 
standpoint also. 

2. It must be admitted that during a cycle from one low 
point in raw material prices extending over a period 
embracing years of curtailed production, of ex- 
pansion, of high prices, and back to low prices, the 
net operating results for the entire cycle should be 
about the same whether the cost-or-market basis or 
the last-in, first-out basis is used. 

During a period of rising prices, inventories on the last- 
in, first-out basis usually will be below actual cost and 
below current market price. 

4. During a period of declining prices, inventories on the 
last-in, first-out basis usually will be below actual cost 
or below current market price, but may be higher, if 
the quantities fluctuate much from year to year. 

During a period of rising prices, annual profits will be 
lower (and losses will be greater) on the last-in, first- 
out basis than on the cost-or-market basis. 

6. During a period of declining prices, annual profits will 
‘ be higher (and losses will be smaller) on the last-in, 
first-out basis than on the cost-or-market basis. 

7. The complex business activities of any manufacturer 
from day to day, in judging markets, in building up 
or reducing inventories, and in manufacturing and 
selling merchandise, affect all inventory bases, but 
such activities are conducted, generally, without re- 
gard to the inventory basis in use. 

8. The building-up and the reduction of quantities of an- 
nual inventories over a period of years, combined with 
the ever-changing conditions of raw material markets, 
have a decided effect upon the last-in, first-out basis. 

g. Concerns which regularly show a profit each year, using 
the cost-or-market basis, probably will receive more 
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benefit from the last-in, first-out basis than those con- 
cerns whose earnings fluctuate greatly from year to 
year, and show losses one year and profits the fol- 
lowing year. 

10. Concerns whose operating results show losses in one 
year and profits in the following year, are not per- 
mitted, under present income tax laws, to apply losses 
against gains of subsequent years, and the use of the 
last-in, first-out basis may aggravate that situation by 
increasing the profits of certain years and increasing 
the losses of other years, with the result that the ag- 
gregate amount of profits subject to income taxes over 
a period of years might be greater than on the cost- 
or-market basis. On the other hand, just the reverse 
might happen. 

11. Two members of the same industry using different in- 
ventory bases may each be able to prove conclusively 
that his own basis is preferable in his own case. 

12. Each concern contemplating the adoption of the last-in, 
first-out basis should carefully test the effect of the 
basis upon operating results by applying it to past 
operating results, and should not be influenced too 
much by generalities and theory. 
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SCHEDULE F 


STATEMENT SHOWING AcTruUAL Prorits AND Losses (BEFORE FEDERAL 
Income TAXES) ON Cost-or-MARKET Basis, FoR THE Stx YEARS 
Enpinc Decemser 31, 1938, AND Prorits Losses 
(Berore FeperaL INcoMe TAxes) ON Last-IN, 

First-Out Basis 


Increase (+) or 
Decrease BS in Profits (+) 
Profits (+) or Cost of Material 
Losses (—) Consumed on 
Before Federal Last-In, First-Out First-Out 
ncome Taxes) Basis When Com- Basis (Before 
on Cost-or- pared With Cost- Federal 
Market Basis or-Market Basis Income Taxes) 
+$141,800.00 —$ 81,000.00 
— 33,400.00 
9,400.00 
199,900.00 
152,400.00 
— 61,000.00 


+$167,500.00 


( Two Years) +$352,300.00 


Total Losses—Loss 
Years (Two 
Years) —$ 95,100.00 (Four Years) —$184,800.00 


Year Ending G 
December 31 ‘| 
3 
Total .......... -+$232,100.00 +$ 64,600.00 
Total Profits—Profit 
Years (Four 
$3200 
26 = 


